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A Note on Switching to a Common Currency 

The euro's creation in 1999 within the EU raised the more general issue of the desirability of creating the 
ultimate in a fixed exchange rate system, namely a single currency across national boundaries. Within the U.S., of course, 
there is a common currency across state boundaries. There is no distinction between a "California dollar" and, say, an 
"Arizona dollar". The advantage of this system is that trade and investment among the states within the U.S. can be 
carried out without concern about changes in exchange rates. Even modern fixed exchange rate systems typically allow 
some small bands around par values, so that there are small fluctuations and costs of changing currencies. And there is 
always some risk that the exchange rate system will not be maintained. A common currency system eliminates ALL rate 
fluctuations between the countries involved and ends currency transactions costs, thus facilitating trade and investment. 
Some countries have chosen to "dollarize," e.g., Ecuador, or are considering it. 

On the other hand, the individual states within the U.S. do not really have independent fiscal policies. Since they 
cannot create dollars, there are limits to the amount of budget deficits state governments can run and the amount of debt 
they can issue. Large deficits and debt are seen as risk factors by financial markets. Investors will demand higher and 
higher interest rates as risk rises on state-issued securities and at some point may refuse to lend. And, of course, the 
individual states do not have their own monetary policies since they have no state-level currencies. These facts add up to 
a significant loss of sovereignty and lack of control of macro destiny. The individual states within the U.S. must hope that 
national-level monetary and fiscal policy will be carried out wisely. And they cannot rely on exchange rates to absorb 
local economic shocks. 1 Countries that dollarize have the same constraints. 

For the member states of the EU, the creation of the euro puts them in the same situation as individual states 
within the U.S. That is, they will have little independent country-level fiscal policy and no national monetary policy. 
They will have to depend on the wisdom of the EU-wide central bank in its conduct of monetary policy. And fiscal policy 
will presumably be conducted through existing EU-wide institutions or simply constrained by financial markets. 
Conversion to the euro entailed one-time costs related to the issuance of the new currency, conversion of prices and 
accounting systems, etc. Did the politicians and citizens of the affected countries fully understand the costs in loss of 
economic sovereignty? 

Still, if the euro is seen ultimately to be a success, there could be moves in other trading areas, such as among the 
NAFTA countries, to adopt a common currency or move in that direction. 


1 For example, during the late 1980s and early 1990s, California lost a major market for its aerospace products and 
services as the Cold War ended and national defense spending was cut back. If California had had its own currency, it 
might have absorbed some of this shock by a depreciation of its currency due to the loss of its "export" market. Since 
California did not have its own currency, the shock was reflected mainly as a deep and prolonged recession within the 
state. 



